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The scope and administration of tax benefits for religious organizations have generated great controversy in the courts,' the legislature,' and the academic literature. 3 This Note attempts to clarify the policy rationale underlying the religious exemption from corporate income tax and then uses this rationale to evaluate one particular test for tax exemption under Internal Revenue Code (I.R.C.) section 501(c)(3), 4 the commercial manner test. The commercial manner test allows exemption only when an organization does not exhibit commercial characteristics. 5 Section I locates the commercial manner test in the existing statutory and regulatory framework. Section II presents a theoretical framework for the religious exemption and draws two conclusions. First, religious organizations are exempt from taxation because of the benefits they confer on society. Second, because of potential problems of tax abuse and difficulties in observing and measuring these benefits, exemption must be confined to nonprofit organizations.
This analytic framework is used, in Section III, to evaluate the commercial manner test. Three observations are made. The fact that a religious organization is operating in a commercial manner does not necessarily indicate that it is conferring less benefit on society. In addition, the commercial characteristics that appear in some religious organizations may simply represent an efficient means of operation. However, some
1. E.g., Walz v. Tax Comm'n of the City of N.Y., 397 U.S. 664 (1970) (unsuccessful establishment clause challenge to exemption of church property from taxation). 275 (criticizing current law as encouraging dependence of religious organizations on government and government control of religion).
4. I.R.C. § 501(c)(3) (1989). 5. The Internal Revenue Service (IRS) and the courts apply the commercial manner test in essentially the same way. Because courts' refinements of the test ultimately have determined IRS practice, this Note generally refers to court actions when describing the commercial manner test.
In the religious context, the commercial manner of operation inquiry arises most frequently in relation to publishing companies. Zelenak Cir. 1984 ) (large religious publishing house maintains § 501(c)(3) status). -commercial characteristics do indicate an increased probability that an organization is actually being operated to enrich insiders and so should not be granted tax-exempt status as a nonprofit.
In light of these observations, Section IV concludes that the commercial manner test is too broad to serve as an independent test for tax exemption. Indeed it should be abandoned entirely by the courts. However, the IRS should use those factors of the commercial manner test that indicate increased probability that an organization is being operated to enrich insiders to assist in determining when a full investigation of a religious organization's finances is necessary. Because the factors of the commercial manner test are general characteristics of organizational operation, obtaining information necessary to determine whether these factors exist is not as intrusive as a direct financial investigation. Thus, by engaging in a two-step process where a modified commercial manner test is applied before a full financial investigation is made, the IRS would be able to identify religious organizations for which a full investigation is not necessary, and so further the government's objective of minimal intrusion into religious affairs. 6 I.
CURRENT LEGAL STRUCTURE An organization must meet four requirements to qualify for tax exemption under I.R.C. section 501(c)(3). First, an organization must be organized and operated exclusively for one of eight exempt purposes: religious, charitable, scientific, testing for public safety, literary, educational, fostering amateur sports, or preventing cruelty to children or animals. Second, the organization's net earnings must not inure to the benefit of any private shareholder or individual. Third, an organization must not engage in substantial political activity. 7 Fourth, an organization must not engage in activities violative of established public policy. 8 This Note focuses on the first two requirements. In evaluating whether an organization meets the first requirement-operation for exclusively exempt purposes-the courts and the IRS look for, among other things, the existence of a substantial commercial purpose evidenced by a commercial manner of operation. If a nonprofit strongly demonstrates practices characteristic of for-profit firms, courts will find that the organization is motivated by a substantial commercial purpose. A finding of substantial commercial purpose results in a denial of exemption, despite the existence of an exempt purpose that is furthered by the activity conducted in a commercial manner. 9
6. See infra text accompanying notes 82- [Vol. 99: 1631
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The second requirement for tax exemption under section 501(c)(3), the ban against private inurement, prohibits enrichment of those persons closely associated with a nonprofit organization. Reasonable payment for goods or services is not private inurement and does not disqualify an organization from receiving section 501(c)(3) status on the grounds that it serves private interests.' 0 Salaries; other cash compensation such as dividends, royalties, or "debt repayment"; and in-kind compensation are evaluated by a reasonableness standard. Where the total of these benefits exceeds reasonable compensation for services rendered, private inurement or purpose to enrich private individuals is inferred."
II. THE RATIONALE FOR EXEMPTING NONPROFIT RELIGIOUS ORGANIZATIONS FROM TAXATION

A. Public Benefit
The dominant rationale for exempting an organization from taxation is that the organization confers benefits on society as a whole.' 2 The organization's activities do not benefit only those who operate it or those to whom it provides services. Since the benefits to the individuals purchasing Though the literal language of § 501(c)(3) suggests that any nonexempt purpose precludes an organization from maintaining exempt status, courts have not taken a hard-line position on this issue. Some courts hold that a substantial commercial purpose results in a denial of exemption regardless of the extent or nature of the exempt purpose. Other courts inquire whether the commercial or exempt purpose is primary and award tax status accordingly. 12. Bob Jones Unit., 461 U.S. at 588-92; see also Regan v. Taxation with Representation of Wash., 461 U.S. 540, 544 (1983) (tax exemption and tax deductibility are subsidies administered through tax system to organizations whose activities promote public welfare).
Commentators have proposed tax base defining rationales, as an alternative to the public benefit/ subsidy rationale, for the favorable tax treatment of nonprofits. Tax base defining rationales for tax exemption argue that the exemption of nonprofit organizations from taxation is neither a special privilege nor a hidden subsidy. Rather, taxation of nonprofits is inconsistent with a tax system whose fundamental goal is to tax activities carried on to make a profit. The most notable effort is by Bittker and Radhert who outline both the difficulties of defining the concept of taxable income and the difficulties of determining an appropriate tax rate based on ability to pay for public benefit organizations like religious nonprofits. and selling services do not reflect the total benefits resulting from an activity, a less than socially optimal level of the activity will occur. Hence, a government subsidy such as tax exemption is necessary to raise the level of an activity creating significant beneficial externalities. 1 3
Congress grants section 501(c)(3) status to organizations that it believes convey these significant beneficial externalities. The government forgoes tax revenue to encourage production of the public benefits these organizations convey." 4 The Supreme Court has held that the public benefits conferred by religious organizations are a "beneficial and stabilizing influence in community life" 1 " and encouragement of diversified views and perspectives which contributes to a vigorous, pluralistic society."
B. Why Not Exempt Religious For-Profits?
Although the Supreme Court has adopted a subsidy rationale for tax exemption based on the public benefits nonprofit religious organizations convey, commentators have criticized this theory on the grounds that it argues equally for exemption of for-profit firms that provide the same services as nonprofits. According to these commentators, a reasonably competitive market for services that convey substantial beneficial externalities would result in most of the subsidy being used to produce these services.'" Competition would prevent the owners of for-profits from appropriating part or all of the subsidy in the form of higher profits. 1 " 13. Simon, supra note 12, at 76. Use of the word "subsidy" does not imply that nonprofit organizations are the undeserving beneficiaries of government largess. Rather, a lessened tax burden (or some other form of subsidy) is the correct economic treatment of organizations which produce public benefits.
14. Bob Jones Univ., 461 U.S. at 588-92. Many activities have beneficial externalities. Food, which is generally considered a private good which benefits the one who consumes it, also conveys beneficial externalities on those who enjoy seeing others well fed. Classification as an organization listed in § 501(c)(3) reflects a legislative judgment that the beneficial externalities provided by an organization are great enough to justify subsidization. See Hansmann, supra note 12, at 66.
15. Walz v. Tax Comm'n of the City of N.Y., 397 U.S. 664, 673 (1970). 16. Walz, 397 U.S. at 689 (Brennan, J., concurring). 17. In less competitive markets, the revenues foregone by the Government may be used to enrich the owners of for-profits instead of being used to increase activities with significant beneficial externalities. Thus, in less competitive markets, the subsidy of tax exemption must be confined to nonprofits. H. Hansmann, Unfair Competition and the Unrelated Business Income Tax 20 n.37 (Aug. 1988) (unpublished manuscript on file with author).
18. A subsidy would reduce the marginal cost of production. As each firm attempted to maximize profits by setting price equal to marginal cost, the subsidy would be passed on to consumers in the form of lower prices. Hansmann, supra note 12, at 67. The primary area in which religious organizations currently appear to operate in competitive markets is religious publishing. Tax exempt, religious, nonprofit publishers print religious books similar or identical to those produced by some forprofit publishers. See supra note 5. The issue may also arise in other contexts, such as doing genealogical research necessary to the performance of religious ordinances. Rev. Rul. 71-580, 1971-2 C.B. 235 (organization financed by membership fees, which researches genealogical information so that rites may be performed for dead relatives, qualifies for § 501(c)(3) status although genealogical research may not ordinarily be for exempt purposes).
Renaming to Gain Tax Advantages
Even if some religious organizations operate in competitive markets, there is a powerful rationale for confining tax exemption to religious nonprofits-that is, those religious organizations that do not enrich the people who operate them. Although it is difficult to define religion, it seems clear that the goals of the religious exemption-encouraging activities which have a beneficial and stabilizing influence on society and contribute to pluralism"'-are not furthered by organizations renaming activities "religious" to increase profits to owners." 0 If "religious" for-profit organizations were allowed to claim 501(c)(3) status, the IRS and the courts would face the difficult task of determining which of these for-profit organizations were in fact religious, and which were merely calling themselves religious to gain the subsidy of tax exemption to enrich owners. 21 The prohibition against private inurement allows the IRS and the courts to avoid an inquiry into religiosity or sincerity in these cases and turn instead to a determination of whether an organization is nonprofit. 22 The problem of renaming is substantial. Despite the prohibitions against private inurement and private benefit, which undoubtedly deter much renaming, the Tax Court is inundated with cases of renaming to enrich owners. 23 These cases are not easily decided. It is practically difficult and constitutionally problematic to separate what is "sincerely religious," and hence deserving of tax exemption, from what is merely tax motivated renaming.' Courts have found few activities which they consistently view as evidence of a substantial nonexempt purpose, and hence implicitly unreligious, resulting in a denial of section 501(c)(3) status. 21. In theory all for-profits will engage in renaming resulting in entire industries being subsidized (assuming for-profits have no motivation to abstain from calling their activities religious). In a competitive market these subsidies will be passed through to purchasers resulting in no net profits to the owners of for-profits. However, renaming will still occur as each for-profit firm seeks a competitive advantage. In addition, actual profits may be obtained due to organizations obtaining information about the availability of a subsidy at different times.
22. The private inurement constraint does not, however, prevent renaming to gain tax advantages to increase an organization's output of products. In these situations the government must make the hard decision of what is religious and what is not.
23. B. HOPKINS, THE LAW OF TAx-ExFMPT ORGANIZATIONS 194-98 (1987) . Avoidance of the corporate income tax is not the only reason firms would engage in renaming. Most states grant property tax exemption to § 501(c)(3) organizations. Simon, supra note 12, at 72. Consequently there is an incentive for organizations not subject to the corporate income tax to attempt to qualify for § 501(c)(3) status as religious organizations. 24. The courts and the IRS cannot disallow an organization's tax-exempt status on the grounds that the beliefs on which it rests are inherently unreligious, but only on the grounds that the alleged beliefs are not sincerely held. See Hernandez v. Commissioner, 109 S. Ct. 2136, 2146 (1989) (religious benefit standard for which money transfers qualify for charitable deduction is unworkable because tax payers' beliefs may only be questioned as to sincerity not inherent religiosity).
The history of the Universal Life Church is illustrative. Upon first consideration, the courts refused to find that the Universal Life Church's extensive practice of granting church charters, ordaining ministers, and issuing Honorary Doctor of Divinity certificates through the mail for a suggested twenty dollar free-will offering were evidences of a nonexempt purpose. The Universal Life Church had no traditional doctrine; its members and pastor only believed that everyone had a right to his or her own beliefs. 25 However, the court reasoned:
The fact that the plaintiff distributed ministers' credentials and Honorary Doctor of Divinity certificates is of no moment. Such activity may be analogized to mass conversions at a typical revival or religious crusade. Neither this Court, nor any branch of this Government, will consider the merits or fallacies of a religion. Nor will the Court compare the beliefs, dogmas, and practices of a newly organized religion with those of an older, more established religion. Nor will the Court praise or condemn a religion, however excellent or fanatical or preposterous it may seem. Were the Court to do so it would impinge upon the guarantees of the First Amendment. 2 6 It was not until years later, when the IRS denied the Universal Life Church's exemption on the narrow grounds that a substantial part of its activities were directed at supplying tax advice, an established nonexempt purpose, that denial of exemption was upheld. 7
Weighing the Costs and Benefits of the Private Inurement Constraint
The important question in articulating a rationale for the private inurement constraint is whether it solves more problems than it creates. The private inurement restriction is not costless. It involves detailed and extensive factual inquiry into every use of an organization's funds. However, when compared with the difficulties involved in defining religion and religious activities, illustrated by the cases dealing with the Universal Life Church, a private inurement investigation appears significantly less difficult than supporting a claim that a particular organization is not truly religious. IRS practice reflects this judgment. Usually the IRS does not disqualify an organization on the grounds that it is not religious where it appears that renaming to enrich owners is occurring. ifies the organization on the grounds of private inurement and private benefit even though the facts of a case might well support a finding that the alleged religious beliefs were not sincerely held or that the organization was not engaging in activities furthering religious purposes. 29 In addition, though the private inurement inquiry involves an intrusive analysis of a religious organization's financial operations, it is simpler than evaluating an organization's activities to determine if they are religious. 30 Simple criteria for defining the scope of religious exemption are preferable in light of the importance of maintaining separation between church and state. "As a general rule, the more complicated the basis of classification for exemption, the greater the danger of involving the Government in entangling inquiries."' Entanglement of the government with religious institutions may result in government interfering with the independence of religious institutions, religious institutions may gain undue access to and exercise control over the monitoring government agency, or the potential for political divisions along religious lines may increase. 32 Although the prohibition against private inurement makes administration of tax exemption less difficult and less entangling, denial of exemption to for-profit firms may unfairly treat for-profit providers of religion or religion-related goods and services which provide beneficial externalities as great as those produced by nonprofits and which are in competition with tax-exempt nonprofits. As tax-exempt nonprofits use the subsidy of tax exemption to decrease the industry price, the profits of these for-profit organizations are reduced. Consequently, these for-profit religious organizations bear a disproportionate share of the societal costs of tax exemption.
However, true unfairness to for-profit firms occurs in few situations. First, religious nonprofits control only a small proportion-less than one percent-of the nation's economic resources. Many of these organizations are churches whose primary activities do not meaningfully compete with for-profit organizations. Thus only those for-profit religious organizations that compete with a subset of a very small proportion of the economy bear a disproportionate share of the costs of the religious tax exemption. 3 " Second, the disproportionate burden on for-profit organizations in competition with religious nonprofits may be called unfair only where exit from an industry is costly, and where nonprofit entry into an industry is unforeseen. If exit from an industry is not costly, then for-profit organizations whose profits are being reduced by competition with tax exempt nonprofits can simply leave the industry and make the market rate of return in another sector of the economy. Likewise, if tax-exempt nonprofit organizations are already involved in a particular business before a forprofit enters the industry, or if the entry of nonprofits is foreseen, the forprofit organization voluntarily assumes the lower rate of return caused by the presence of nonprofits. Thus this lower rate of return is not unfair. 4 In sum, the truly unfair costs to this relatively small group of organizations appear to be outweighed by the decreased administrative costs and the lessened government involvement in religious affairs made possible by the private inurement constraint. 35 
The Limits of the Argument
This rationale for non-profit tax exemption does not apply to all section 501(c)(3) organizations. The justification for the private inurement constraint in the religious context is that the costs of administering this standard in conjunction with a standard focusing on beneficial externalities 33. Estimates based on 1984 statistics conclude that § 501(c)(3) and § 501(c)(4) nonprofits account for only 5.6% of the national income. Religious organizations account for almost 12% of this figure. B. HOPKINS, supra note 23, at 18-22. In addition, § 501(c)(3) and § 501(c)(4) organizations account for only 4.2% of total entities in the United States compared with 94% for the business sector.
Id.
34. Rose-Ackerman, Unfair Competition and Corporate Income Taxation, 34 STAN. L. REV. 1017, 1019-21, 1025 (1982) .
In addition to fairness considerations there is an efficiency concern. If nonprofit religious organizations are less efficient at producing religious goods and services than are for-profit religious organizations, a net efficiency loss results from confining a production subsidy to nonprofit organizations. Because nonprofit organizations have no owners seeking to maximize revenues, arguably they may not be as effective at minimizing costs as are for-profit firms. Conversely, one may argue that in the religious context the ideological motivation of firm managers will provide appropriate cost minimizing incentives. In addition, nonprofit organizations may be able to harness resources, such as volunteer workers, that would not be available to a for-profit firm. The relative efficiency of religious nonprofits and for-profits is a complicated empirical question and is beyond the scope of this Note. Cf. Frech, The Property Rights Theory of the Finn: Empirical Results from a Natural Experiment, 84 J. POL. ECON. 143 (1976) (suggesting nonprofit insurance companies are less efficient than for-profit insurance companies).
35. See supra notes 28-34 and accompanying text. The possibility of granting tax benefits to for-profits is limited to competitive industries. See supra note 17. Therefore, a significant additional cost to elimination of the private inurement constraint for religious organizations in competitive markets is differentiating between more and less competitive markets for religious services.
[Vol. 99: 1631are lower than the costs of administering a standard that focuses exclusively on beneficial externalities. This argument rests on the premise that determining whether an organization is religious, and so produces beneficial externalities, is difficult and costly. 6 It is not clear that determining whether non-religious section 501(c)(3) organizations produce beneficial externalities (i.e. are truly educational, scientific, etc.) is as costly. Treasury regulations define some of the exempt purposes of non-religious section 501(c)(3) organizations, making identification of organizations in these categories easier than in the religious category." This may explain why many for-profits engaging in tax-motivated renaming attempt to qualify for section 501(c)(3) status under the religious exemption. 8 In addition, only the religious exemption presents the possibility of infringements on the constitutional norms against entanglement of government and religion," 9 free religious exercise, 40 and government establishment of religion. 41 It appears then, that determining whether non-religious section 501(c)(3) organizations produce beneficial externalities is significantly less costly than this determination is in the religious context. Thus in the nonreligious context, where categorization is easier and tax abusers are more easily recognized, a standard that focuses exclusively on beneficial externalities and does not prohibit private inurement may be appropriate.
III. EVALUATION OF THE COMMERCIAL MANNER TEST
The previous section developed a public benefit rationale for religious exemption, emphasizing the need to prevent private inurement. This section evaluates the commercial manner test to see how it helps identify organizations that should not enjoy favored tax status: those organizations that do not generate substantial benefits for society as a whole, or those organizations in which private inurement is occurring.
When applying the commercial manner test, courts and the IRS examine nonprofits for practices characteristic of for-profit firms. If enough of these for-profit practices are strongly demonstrated, section 501(c)(3) status is denied on the grounds that the organization in question has a substantial commercial purpose. 4 2 Although courts have not clearly articulated the rationale underlying the commercial manner test, they seem to implicitly hold that the policy objectives of tax exemption are not furthered by exempting organizations whose activities are conducted in a commercial manner. The Third Circuit summarized this general approach:
[C]ourts have focused on the manner in which activities themselves are carried on, implicitly reasoning that an end can be inferred from the chosen means. If, for example, an organization's management decisions replicate those of commercial enterprises, it is a fair inference that at least one purpose is commercial, and hence nonexempt. And if this nonexempt goal is substantial, tax exempt status must be denied.
43
In the religious context, the commercial manner test is applied most frequently to nonprofit, tax-exempt religious publishers. Often religious publishers sell most of their publications for prices that cover their costs and generally operate in ways similar to for-profit publishers.
4
" However, the commercial manner test has also been applied to other religious organizations that advance religious purposes in unconventional ways. One example is the Golden Rule Church Association which operated various businesses as religious training centers for living out the "golden rule" in daily life. 45 [Vol. 99: 1631one-to-one religious services for a fee, were conducted in a commercial manner. 47 Courts and the IRS look for the following characteristics in determining commercial purpose evidenced by commercial manner of operation: 1) sales of goods and services; 2) profit making and accumulation of profits; 3) competition with for-profit firms; 4) extensive and successful expansion efforts; 5) formal contractual arrangements; 6) use of paid rather than volunteer workers; and 7) isolation and centralization of organizational control . 4 The following sections argue that factors one and five are irrelevant to a proper determination of whether an organization should hold section 501(c)(3) status. The other factors, however, indicate increased probability that private inurement is occurring in violation of the statutory prohibition. However, since these factors do not conclusively show that private inurement is occurring, the commercial manner test should act merely as a screening device which triggers a more complete private inurement investigation.
A. Irrelevant Factors
Sales of Goods and Services
Courts may be critical of organizations engaging in sales in the religious context because they think that the beneficial externalities religious organizations convey (a beneficial and stabilizing influence in society and encouragement of pluralism) are less when goods and services are sold than when they are paid for by donations. The consistent existence of sales in traditional religious practice rebuts this opinion. 49 Rather, sales may at certain times be a way of distributing religious goods and services to those who value them most and will not waste them, thus advancing the cause of religion most effectively.
Many Jewish synagogues raise from twenty percent to all of their income through annual dues charged on a per family basis for membership in the local synagogue. For seats on High Holy Days there is often a separate charge that varies with the number and location of seats. Typical seat fees in 1982 ranged from $200 to $2000. Synagogues also often charge special fees to participate in Passover services and meals. Pew rental is another form of sales, one that has a mainstream Christian history in the United States. The payment of Mass stipends, fees fixed by the 47. The Church of Scientology teaches that to reach spiritual awareness, a person must go through a process called "auditing," which a trained Scientologist, an "auditor," administers for a fee. Catholic Church for Masses said in the name of or on behalf of the payor, also involves sale of services. 50 It is doubtful, then, that sales indicate that a religious organization is conveying fewer benefits on society. 5 ' Neither is it apparent that sales indicate increased probability of private enrichment. 52 Rather, sales reflect the considered judgment of religious nonprofit managers that paying the costs of delivering religious goods and services is more efficiently accomplished by sales than donations. Hence, courts have incorrectly considered sales an indicator of when tax exemption should be denied.
Formal Contractual Arrangements
Contractual arrangements allow for efficient and clear allocation of resources and responsibilities. Religious organizations need to engage in this kind of allocation just as other organizations do. Detailed contractual arrangements are typical of many traditional churches. The United Methodist Church is regulated by The Book of Discipline, 53 which in addition to setting forth the doctrinal position of the church 5 ' specifically delineates the manner in which title to real property is to be held, 55 provides for auditing and bonding of church officers, 5 " regulates the manner in which offerings are to be handled, 57 provides for specific percentage allocations Hansmann's contract failure theory notes that effective monitoring of the quality of services paid for by donations is often more difficult than monitoring the quality of services paid for by sales. This is because the person paying for services and the person receiving services are often not the same when the services are paid for by donations. Hansmann, supra note 12, at 69. Conceivably, this could make private inurement more likely in organizations financed by donations because those paying for the services would not be aware that funds were not being used to produce services. (1988 Although formal contractual arrangements are a characteristic of forprofit operation, they indicate nothing about increased probability of private inurement or decreased public benefit. Inclusion of this factor as part of the commercial manner test indicates that courts have become confused regarding the goal of their inquiry. In looking for commercial characteristics in nonprofits, they have seized upon any observable characteristics of for-profit functioning without careful attention to the theory underlying their investigation.
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B. Factors Indicating Increased Probability of Private Inurement
Profit Making and Accumulation of Profits
Courts and the IRS have a valid reason for looking at the existence and accumulation of profits in determining exemption. These factors indicate increased probability of private inurement. The more profit a nonprofit reaps on sales furthering its religious purpose, the more funds are available to be devoted to private ends. Likewise, as a nonprofit accumulates cash reserves, more funds are available to divert to private ends. 6 1 However, pricing at a profit and retaining profits often reflect a considered judgment about how a nonprofit may best further its religious purposes. Funds may be needed to weather financial downturns and to expand operations. 
Competition with For-Profit Firms
Competition with for-profit firms does not indicate that a religious nonprofit is producing fewer beneficial externalities and so is less deserving of the subsidy of tax exemption. Rather, it raises the question of why the for-profits are not also being subsidized." 3 However, the costs arising from abusive claims for tax exemption justify denying exemption to for-profits providing religious goods and services in competition with nonprofits. 64 This analysis supports current legislative treatment of the business activities of nonprofits that advance their exempt function. In 1950 Congress enacted the unrelated business income tax (U.B.I.T.) in response to complaints of competitive disadvantage by for-profits competing with tax exempt organizations." 5 The U.B.I.T. taxes business activities of nonprofits not substantially related to their exempt function. However, those business activities "substantially related" to an organization's exempt purpose are not taxed. 6 Nonprofit activities directly accomplishing an exempt purpose and in competition with for-profits maintain tax favored status. 6 " Courts are correct, however, in considering competition with for-profits in evaluating a religious organization's eligibility for exemption. Though competition with for-profit firms does not indicate less need for a subsidy, it does indicate increased probability of private inurement. Activity by forprofits in a sector of the economy indicates that market conditions allow profits to be made and used to enrich owners. Thus, although a nonprofit operating in competition with for-profits may not be enriching its operators, there is clearly a potential for this to occur.
63. The rationale for subsidizing religious organizations through tax exemption, developed at the beginning of this Note, is that they convey substantial beneficial externalities on society. Since the vendors and purchasers of religion do not receive all the benefits resulting from religion a less than optimal production will occur, creating the need for subsidy. See supra text accompanying notes 12-16. The judgment that a less than optimal level of religious activity will be produced by market forces is independent of whether for-profits or nonprofits produce it.
64. See supra text accompanying notes 19-35. 65. I.R.C. § § 502, 511-514 (1989); Marx, supra note 9, at 139 n.24 (U.B.I.T. enacted because of unfair competition); Zelenak, supra note 5, at 17 (U.B.I.T. enacted because of congressional concern with unfair competition); cf. Rose-Ackerman, supra note 34 (arguing that U.B.I.T. creates greater difficulties than it solves). 66. I.R.C. § 513(a) (1989). 67. Zelenak, supra note 5, at 17. The legislative history of the Tax Reform Act of 1969, which extended application of U.B.I.T. to certain activities previously considered related to exempt purposes and abolished special treatment of churches which had been exempt from U.B.I.T., also supports this interpretation. " The scope and application of the U.B.I.T. has recently been the subject of congressional discussion. It appears likely that the "substantially related test" will remain the basic standard for application of the U.B.I.T. to a nonprofit's business activity. However, legislation may be enacted that defines more specifically what types of commercial activity are considered related to an organization's exempt purpose. Pickle, Draft Report Describing Recommendations on the Unrelated Business Income Tax, Daily Tax Rep., June 24, 1988, at L-4.
Extensive and Successful Expansion Efforts
Aggressive marketing of religion may be the most effective way of disseminating religious beliefs. Rapid expansion may demonstrate that a religion is meeting deeply felt religious needs. Scrutiny of religious organizations on the basis of rapid expansion creates the danger of encouraging a stagnant society where various ideas and creeds preserve a hold on a fixed proportion of the population. 68 Any factor that scrutinizes a religious organization because of its success must be accepted with caution. However, private inurement is more likely, all else being equal, in an expanding than in a non-expanding nonprofit because a diversion of funds to private ends will be both more noticeable and more morally objectionable if it occurs in a non-expanding nonprofit.
A diversion of funds to private ends in a non-expanding nonprofit will cause service levels to fall from a previously established level. This is a measurable decline. However, although a diversion of funds from an expanding nonprofit will result in slowed expansion, this will not be as noticeable as a decline in service levels because there is no existing benchmark from which to measure decline. Consequently, a diversion of funds to private ends is more likely in an expanding than in a non-expanding nonprofit.
A diversion of funds from a non-expanding nonprofit will result in taking (decreasing) services from those to whom they are already being rendered. A diversion of resources from an expanding nonprofit will only result in not rendering services to people who are not yet recipients of these services (or not rendering more services to those already served). It seems intuitively more objectionable to turn away someone to whom one has been providing religious services than to not begin providing others with these services. Recent work in the economic literature supports the validity of this intuition by demonstrating that mere possession of something increases its value to the possessor. 69 Thus more harm would be done by cutting off one who is receiving something than by not beginning to supply someone not yet receiving something. 70 Consequently, there is a greater moral barrier against diverting funds to private ends in a nonexpanding than in an expanding nonprofit. As a result, diversion of funds is more likely in an expanding nonprofit. 70. The intuition described in the text is also supported by more traditional economic concepts. The expected value of new services to new recipients will be discounted by an uncertainty factor (assuming risk aversion). Persons already receiving religious goods or services will be certain of the nature of the services they are receiving and thus have a higher expected value for these services than would new potential recipients.
71. Two kinds of harm are done when a controlling group enriches itself from nonprofit funds.
Use of Paid Rather Than Volunteer Workers
Certain activities demand such a large commitment of time and resources that they cannot be effectively done on a volunteer basis. However, courts have a valid reason for considering the absence of volunteer workers in determining eligibility for tax exemption. Volunteer workers provide a check against private inurement built into the structure of a nonprofit organization. Volunteer workers receive no material compensation for their efforts. Their only benefit is derived from advancing an organization's religious purpose. Thus, if funds are used to enrich individuals rather than to advance religious purposes, volunteer workers will protest. In contrast to paid workers, volunteer workers have no material dependency on the nonprofit to deter this protest. Hence, their absence results in increased probability that private inurement will occur.
Isolation and Centralization of Organizational Control
A small group of individuals may be just as motivated by religious purposes as a large group, and control may be centralized to streamline the decision-making process. However, when a small group of individuals assumes control of an organization's resources, private inurement is more likely than when these resources are controlled by a large group of decision makers. This is because the potential benefits to each member of a small group from using nonprofit funds to enrich the controlling group are greater than they are to each member of a large group. As a result, each person in a small group has a greater incentive to circumvent the prohibition against private inurement. 2 In addition, the smaller the controlling group the smaller the chance that someone will accidentally disclose that private inurement is occurring. 3 Finally, the larger the group First, the government treasury is depleted because the subsidy of tax exemption is diverted to private ends. Second, the beneficiaries of nonprofit activity are deprived of benefits. The second kind of harm is perceived as being greater in a non-expanding nonprofit. This makes it less likely that private inurement will occur. Thus, although less private inurement may occur in a non-expanding nonprofit, the aggregate harm done to beneficiaries of nonprofit activity may be the same in expanding and nonexpanding nonprofits. This is because private inurement, though occurring less in non-expanding nonprofits, will cause more harm to the beneficiaries of nonprofit activity when it does occur.
However, the impact on the government treasury will be less severe in non-expanding nonprofits. This is because less private inurement will occur in non-expanding nonprofits, because those enriching themselves will be aware of the greater harm done to the beneficiaries of nonprofit activity. The existence of the first kind of harm, depletion of the government treasury, will not reduce the likelihood of private inurement because those enriching themselves from nonprofit funds will view this depletion as affecting an impersonal institution, not as hurting real people. Thus private inurement is more likely in an expanding nonprofit, and so greater depletion of the government treasury results.
72. Holding resources constant, the fewer people who receive part of the resources, the more each person will receive. If each person must incur fixed costs to receive a part of the resources, she or he is more likely to incur the costs as the benefits increase.
73. If we assume that there is some probability that each controlling member of a nonprofit will unintentionally disclose that the controlling group is enriching itself from nonprofit funds, the probability of disclosure increases as the group gets larger. As probability of disclosure increases, there is less need for government concern that private inurement will go undetected.
that must coordinate to effect private inurement, the more likely it is that there will be an individual with a moral level sufficiently high to withhold cooperation and so prevent private enrichment from occurring.
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C. Conclusions about the Commercial Manner Test
The analysis of the previous pages demonstrates that the only useful purpose the commercial manner test serves in identifying which religious organizations should be eligible for tax exemption is to detect an increased probability of private inurement.
7 5 However, each of the five factors indicating this increased probability may also merely reflect wise decisions about how best to advance an organization's exempt purposes. In addition, private inurement may occur when some of these factors are absent. Further, there is already a direct statutory prohibition against private inurement and the courts have developed a jurisprudence to evaluate whether this is occurring. 
IV. A PROPOSAL FOR REFORM
In light of this analysis courts should abandon the commercial manner test entirely. By the time a religious organization's tax status is litigated in court, the IRS will have gathered information more probative of whether private inurement is occurring than that given by the factors of the commercial manner test. 77 However, with some qualifications the five factors of the commercial manner test that indicate increased probability of private inurement may be incorporated into the regulatory procedure used by the IRS to develop 74. Individuals have different propensities to break laws. This may be nothing more than a reflection of disparate needs or environments, but the fact remains. The larger a controlling group is (assuming random distribution of individuals with high propensities to obey law), the more likely it is that the controlling group will include an individual with a high propensity to obey law who will not cooperate in a private inurement scheme. Thus the smaller the controlling group, the greater the probability that this self-checking mechanism will not exist and consequently private inurement will occur.
75. This interpretation of the commercial manner test, which is based on § 501(c)(3)'s requirement that an organization be operated exclusively for exempt purposes, makes the private inurement requirement a subset of the exclusive operation requirement. This reading is supported by the Treasury Regulations interpreting § 501(c)(3):
An organization is not organized or operated exclusively for one or more of the purposes specified in subdivision (i) of this subparagraph unless it serves a public rather than a private interest. Thus, to meet the requirement of this subdivision, it is necessary for an organization to establish that it is not organized or operated for the benefit of private interests such as designated individuals, the creator or his family, shareholders of the organization, or persons controlled, directly or indirectly, by such private interests. With these qualifications in mind, we turn to the current way in which the IRS monitors compliance with the private inurement constraint. The IRS already receives detailed annual reports from most section 501(c)(3) organizations containing information directly addressing the likelihood of private inurement. 80 For these organizations the commercial manner inquiry is redundant. However, because of congressional and administrative concern about government agencies intruding into religious affairs, "churches, their integrated auxiliaries, and conventions or associations of churches '' 81 and "organizations operated, supervised, or controlled by or in connection with a church or convention or association of churches" 8 2 are not required to file these annual reports.
When the IRS suspects that private inurement may be occurring in one of these non-filing religious organizations, it must begin its inquiry with little or no information about the organization's finances. 8 3 However, as the Supreme Court emphasized in Walz, government involvement in religion should be minimized. 8 4 Investigation of these organizations should therefore be minimally intrusive. Congress demonstrated its concern with overly intrusive government supervision of religious organizations in 1984 by restricting the Secretary of the Treasury's auditing of churches to determine eligibility for tax exemption. 8 5 Both Supreme Court jurisprudence and congressional action emphasize the importance of making government intrusion into religion as narrow in scope and as infrequent as possible. However, the IRS needs to prevent tax-exempt church-related organizations from being operated to enrich individuals. 88 Under current law, when the IRS suspects that private inurement is occurring, it begins an inquiry attempting to trace all of the suspect organization's expenditures. Such inquiries reflect the intrusive questions non-church related organizations must answer in annual reports.
The important goal of minimizing government intrusion into religious affairs would be advanced by interposing the commercial manner test as a preliminary inquiry to assist in determining whether a full private inurement investigation is needed. Since the factors of the commercial manner test that indicate increased probability of private inurement are broad organizational characteristics, determining whether these factors exist requires a much less detailed inquiry than that needed to detect private inurement directly. The only information needed would be: 1) total revenues and total expenses for past and present years; 2) cash reserves; 3) a description of the type of religious activity in which the organization is engaged, sufficient to identify the existence of for-profit competitors; 4) assets and liabilities for past and present years; 5) number of paid and number of volunteer workers; and 6) number of persons in the controlling body of the organization. 8 When the IRS suspects that a non-filing religious organization should not retain its tax-exempt status because private inurement is occurring, it return, the IRS's decision to audit an organization is based on facts from taxpayer complaints, news articles, complaints by state attorneys general and other informal sources. 85. Cerny & Fotenrose, supra note 38, at § 1.03. The IRS operates under the Secretary of the Treasury. Audits of churches may be conducted only when a high level Treasury official believes that the organization might not deserve exemption. Notice of the concerns giving rise to the audit is required before the audit may take place. The church has a right to a conference with the IRS before any examination of its records. Limits are imposed on the length of time that an audit may take and the frequency with which audits may be conducted. I.R.C .  § 7611 (1989 [Vol. 99: 1631
should request that the organization make available data in these six categories."' This data, based on broad organizational characteristics, should be evaluated in light of the analysis outlined in Section 111. 9 0 It should be used in conjunction with the other facts that originally drew the IRS's attention to a particular religious organization to determine whether an organization must be subjected to the intrusive private inurement inquiry. 91 
V. CONCLUSION
The IRS and the courts have used the commercial manner test as an independent test for tax exemption. This Note has argued that using the commercial manner test in this way is inconsistent with a rationale for religious exemption that is based on public benefit and that recognizes the need to prohibit private inurement. However, the IRS should use those factors of the commercial manner test that indicate increased probability of private inurement to help identify which religious organizations merit the intensive scrutiny of a full private inurement investigation. This approach would further the important goal of minimizing government involvement with religion. 90. IRS compliance with this two-step investigative structure could be enforced by allowing the monitored religious organization to appeal the IRS's request for further information (after conducting the modified commercial manner inquiry) to a court. However, it would seem that a test attempting to measure increased probability that an illicit activity is occurring would be best applied by agency officials with an accumulated body of expertise. In addition, many monitored religious organizations, especially those with nothing to hide, might find it easier to disclose the requested information than to seek relief in court. Thus, the harm of intrusive government regulation of religion would not be prevented.
These considerations suggest that the best approach to ensuring IRS compliance with this new monitoring scheme would be one which prevents the IRS from making unwarranted requests for financial disclosure. Weingast and Moran's study, linking Federal Trade Commission behavior to the preferences of the relevant congressional oversight committees, suggests that informal congressional controls might achieve this end. 91. An alternative proposal, consistent with the analysis of this Note, is that Congress should change the annual reporting requirements for religious organizations. Those that are currently nonfilers could be required to file annual returns containing the six points of information outlined above. See supra text accompanying note 88. This would allow the IRS to detect situations where there is an increased likelihood of private inurement without the detailed reporting required of most § 501(c)(3) organizations. See supra note 80. This solution would, however, imply greater intrusion by the government into religious organizations.
